In principle, dividend should be made in proportion to the number of shares of the shareholders in
accordance to the principle of equality of shareholders under the commercial law. Despite the principle of equality of shareholders under the commercial law, the courts exceptionally recognize that the majority shareholder makes a differential dividend to the minority shareholders. However these courts' positions do not justify excess dividend among related parties for tax avoidance. If a differential dividend is made, the result of excess dividends is incurred. Excess dividends mean that shareholders receive more dividends than their stakes. This paper notes that excess dividends are abused as a means of tax avoidance and suggests case analysis in which total amount of income tax and gift tax is reduced through differential dividend between parents and children.
For income from excess dividends, the taxation method is stipulated in Article 41-2 of the inheritance and gift tax law. According to this provision, the related party of the major shareholder who receives excess dividends shall pay income tax on excess dividends and pay the difference only if the amount is less than the gift tax. This taxation provision is presumed to be based on the principle that if the income tax is taxed on the donee for donated property, the gift tax can not be doubly taxed. However, this neglects economic substances of excess dividends. If a major shareholder gives his or her dividend to the child, it is reasonable to tax the income tax to the major shareholder and the gift tax to the child who receives the excess dividend.
If a major shareholder receives a dividend in proportion to the number of his shares and then donates it to his child, the income tax and gift tax are taxable. The economic effect is similar for the large shareholder to give up his share of the dividend and have his child receive it instead. Nonetheless, in this case, the child with the excess dividend has to pay the tax only once. Excess dividend on related parties should be reviewed in terms of tax avoidance.
Through case analysis, this paper shows that the current taxation system on excess dividends undermines the principle of tax equality and is likely to be abused as a loophole of tax avoidance.
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